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which the report is filed: Provided, how-
ever, that an introducing broker as de-
fined in §5.1(f)(1) of this chapter that is
party to a guarantee agreement that
has been terminated must cease doing
business as an introducing broker from
and after the effective date of such ter-
mination, and may not resume doing
business as an introducing broker as
defined in §5.1(f)(1) of this chapter un-
less and until it files a new guarantee
agreement.

(B) Each person filing a Form 1-FR-
IB in accordance with this section
must include with the financial report
a statement describing the source of
his current assets and representing
that his capital has been contributed
for the purpose of operating his busi-
ness and will continue to be used for
such purpose.

(k) Filing option available to an intro-
ducing broker. (1) Any introducing
broker or applicant for registration as
an introducing broker which is not op-
erating or intending to operate pursu-
ant to a guarantee agreement may
comply with the requirements of this
section by filing (in accordance with
paragraphs (a), (b) and (c) of this sec-
tion) a Form 1-FR-IB in lieu of a Form
1-FR-FCM.

(2) If an introducing broker or appli-
cant therefor avails itself of the filing
option available under paragraph (k)(1)
of this section, the report required to
be filed in accordance with §1.16(c)(5) of
this part must be filed as of the date of
the Form 1-FR-IB being filed, and such
an introducing broker or applicant
therefor must maintain its financial
records and make its monthly formal
computation of its adjusted net cap-
ital, as required by §1.18 of this part, in
a manner consistent with Form 1-FR-
IB.

(The information collection requirements
contained in §1.10 were approved by the Of-
fice of Management and Budget under con-
trol number 3038-0024; in paragraphs (a) and
(b) under control number 3038-0023; and in
paragraph (f) under control number 3038-
0003.)

[43 FR 39967, Sept. 8, 1978]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §1.10, see the List of CFR
Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.fdsys.gov.

52

17 CFR Ch. | (4-1-14 Edition)

§1.11 Risk Management Program for
futures commission merchants.

(a) Applicability. Nothing in this sec-
tion shall apply to a futures commis-
sion merchant that does not accept any
money, securities, or property (or ex-
tend credit in lieu thereof) to margin,
guarantee, or secure any trades or con-
tracts that result from soliciting or ac-
cepting orders for the purchase or sale
of any commodity interest.

(b) Definitions. For purposes of this
section:

(1) Business unit means any depart-
ment, division, group, or personnel of a
futures commission merchant or any of
its affiliates, whether or not identified
as such that:

(i) Engages in soliciting or in accept-
ing orders for the purchase or sale of
any commodity interest and that, in or
in connection with such solicitation or
acceptance of orders, accepts any
money, securities, or property (or ex-
tends credit in lieu thereof) to margin,
guarantee, or secure any trades or con-
tracts that result or may result there-
from; or

(ii) Otherwise handles segregated
funds, including managing, investing,
and overseeing the custody of seg-
regated funds, or any documentation in
connection therewith, other than for
risk management purposes; and

(iii) Any personnel exercising direct
supervisory authority of the perform-
ance of the activities described in para-
graph (b)(1)(i) or (ii) of this section.

(2) Customer means a futures cus-
tomer as defined in §1.3, Cleared Swaps
Customer as defined in §22.1 of this
chapter, and 30.7 customer as defined in
§30.1 of this chapter.

(3) Governing body means the propri-
etor, if the futures commission mer-
chant is a sole proprietorship; a gen-
eral partner, if the futures commaission
merchant is a partnership; the board of
directors if the futures commission
merchant is a corporation; the chief ex-
ecutive officer, the chief financial offi-
cer, the manager, the managing mem-
ber, or those members vested with the
management authority if the futures
commission merchant is a limited li-
ability company or limited liability
partnership.
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(4) Segregated funds means money, se-
curities, or other property held by a fu-
tures commission merchant in separate
accounts pursuant to §1.20 for futures
customers, pursuant to §22.2 of this
chapter for Cleared Swaps Customers,
and pursuant to §30.7 of this chapter
for 30.7 customers.

(5) Senior management means, any of-
ficer or officers specifically granted the
authority and responsibility to fulfill
the requirements of senior manage-
ment by the governing body.

(c) Risk Management Program. (1) Each
futures commission merchant shall es-
tablish, maintain, and enforce a system
of risk management policies and proce-
dures designed to monitor and manage
the risks associated with the activities
of the futures commission merchant as
such. For purposes of this section, such
policies and procedures shall be re-
ferred to collectively as a ‘‘Risk Man-
agement Program.”

(2) Each futures commission mer-
chant shall maintain written policies
and procedures that describe the Risk
Management Program of the futures
commission merchant.

(3) The Risk Management Program
and the written risk management poli-
cies and procedures, and any material
changes thereto, shall be approved in
writing by the governing body of the
futures commission merchant.

(4) Each futures commission mer-
chant shall furnish a copy of its writ-
ten risk management policies and pro-
cedures to the Commission and its des-
ignated self-regulatory organization
upon application for registration and
thereafter upon request.

(d) Risk management unit. As part of
the Risk Management Program, each
futures commission merchant shall es-
tablish and maintain a risk manage-
ment unit with sufficient authority;
qualified personnel; and financial,
operational, and other resources to
carry out the risk management pro-
gram established pursuant to this sec-
tion. The risk management unit shall
report directly to senior management
and shall be independent from the busi-
ness unit.

(e) Elements of the Risk Management
Program. The Risk Management Pro-
gram of each futures commission mer-
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chant shall include, at a minimum, the
following elements:

(1) Identification of risks and risk toler-
ance limits. (i) The Risk Management
Program shall take into account mar-
ket, credit, liquidity, foreign currency,
legal, operational, settlement, segrega-
tion, technological, capital, and any
other applicable risks together with a
description of the risk tolerance limits
set by the futures commission mer-
chant and the underlying methodology
in the written policies and procedures.
The risk tolerance limits shall be re-
viewed and approved quarterly by sen-
ior management and annually by the
governing body. Exceptions to risk tol-
erance limits shall be subject to writ-
ten policies and procedures.

(ii) The Risk Management Program
shall take into account risks posed by
affiliates, all lines of business of the fu-
tures commission merchant, and all
other trading activity engaged in by
the futures commission merchant. The
Risk Management Program shall be in-
tegrated into risk management at the
consolidated entity level.

(iii) The Risk Management Program
shall include policies and procedures
for detecting breaches of risk tolerance
limits set by the futures commission
merchant, and alerting supervisors
within the risk management unit and
senior management, as appropriate.

(2) Periodic Risk Exposure Reports. (1)
The risk management unit of each fu-
tures commission merchant shall pro-
vide to senior management and to its
governing body quarterly written re-
ports setting forth all applicable risk
exposures of the futures commission
merchant; any recommended or com-
pleted changes to the Risk Manage-
ment Program; the recommended time
frame for implementing recommended
changes; and the status of any incom-
plete implementation of previously
recommended changes to the Risk
Management Program. For purposes of
this section, such reports shall be re-
ferred to as ‘‘Risk Exposure Reports.”
The Risk Exposure Reports also shall
be provided to the senior management
and the governing body immediately
upon detection of any material change
in the risk exposure of the futures com-
mission merchant.
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(ii) Furnishing to the Commission. Each
futures commission merchant shall fur-
nish copies of its Risk Exposure Re-
ports to the Commission within five (5)
business days of providing such reports
to its senior management.

(3) Specific risk management consider-
ations. The Risk Management Program
of each futures commission merchant
shall include, but not be limited to,
policies and procedures necessary to
monitor and manage the following
risks:

(i) Segregation risk. The written poli-
cies and procedures shall be reasonably
designed to ensure that segregated
funds are separately accounted for and
segregated or secured as belonging to
customers as required by the Act and
Commission regulations and must, at a
minimum, include or address the fol-
lowing:

(A) A process for the evaluation of
depositories of segregated funds, in-
cluding, at a minimum, documented
criteria that any depository that will
hold segregated funds, including an en-
tity affiliated with the futures com-
mission merchant, must meet, includ-
ing criteria addressing the depository’s
capitalization, creditworthiness, oper-
ational reliability, and access to li-
quidity. The criteria should further
consider the extent to which seg-
regated funds are concentrated with
any depository or group of deposi-
tories. The criteria also should include
the availability of deposit insurance
and the extent of the regulation and
supervision of the depository;

(B) A program to monitor an ap-
proved depository on an ongoing basis
to assess its continued satisfaction of
the futures commission merchant’s es-
tablished criteria, including a thorough
due diligence review of each depository
at least annually;

(C) An account opening process for
depositories, including documented au-
thorization requirements, procedures
that ensure that segregated funds are
not deposited with a depository prior
to the futures commission merchant
receiving the acknowledgment Iletter
required from such depository pursuant
to §1.20, and §§22.2 and 30.7 of this chap-
ter, and procedures that ensure that
such account is properly titled to re-
flect that it is holding segregated funds
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pursuant to the Act and Commission
regulations;

(D) A process for establishing a tar-
geted amount of residual interest that
the futures commission merchant
seeks to maintain as its residual inter-
est in the segregated funds accounts
and such process must be designed to
reasonably ensure that the futures
commission merchant maintains the
targeted residual amounts and remains
in compliance with the segregated
funds requirements at all times. The
policies and procedures must require
that senior management, in estab-
lishing the total amount of the tar-
geted residual interest in the seg-
regated funds accounts, perform appro-
priate due diligence and consider var-
ious factors, as applicable, relating to
the nature of the futures commission
merchant’s business including, but not
limited to, the composition of the fu-
tures commission merchant’s customer
base, the general creditworthiness of
the customer base, the general trading
activity of the customers, the types of
markets and products traded by the
customers, the proprietary trading of
the futures commission merchant, the
general volatility and liquidity of the
markets and products traded by cus-
tomers, the futures commission mer-
chant’s own liquidity and capital
needs, and the historical trends in cus-
tomer segregated fund balances, in-
cluding undermargined amounts and
net deficit balances in customers’ ac-
counts. The analysis and calculation of
the targeted amount of the future com-
mission merchant’s residual interest
must be described in writing with the
specificity necessary to allow the Com-
mission and the futures commission
merchant’s designated self-regulatory
organization to duplicate the analysis
and calculation and test the assump-
tions made by the futures commission
merchant. The adequacy of the tar-
geted residual interest and the process
for establishing the targeted residual
interest must be reassessed periodi-
cally by Senior Management and re-
vised as necessary;

(BE) A process for the withdrawal of
cash, securities, or other property from
accounts holding segregated funds,
where the withdrawal is not for the
purpose of payments to or on behalf of
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the futures commission merchant’s
customers. Such policies and proce-
dures must satisfy the requirements of
§1.23, §22.17 of this chapter, or §30.7 of
this chapter, as applicable;

(F) A process for assessing the appro-
priateness of specific investments of
segregated funds in permitted invest-
ments in accordance with §1.25. Such
policies and procedures must take into
consideration the market, credit,
counterparty, operational, and liquid-
ity risks associated with such invest-
ments, and assess whether such invest-
ments comply with the requirements in
§1.25 including that the futures com-
mission merchant manage the per-
mitted investments consistent with the
objectives of preserving principal and
maintaining liquidity;

(G) Procedures requiring the appro-
priate separation of duties among indi-
viduals responsible for compliance with
the Act and Commission regulations
relating to the protection and financial
reporting of segregated funds, includ-
ing the separation of duties among per-
sonnel that are responsible for advising
customers on trading activities, ap-
proving or overseeing cash receipts and
disbursements (including investment
operations), and recording and report-
ing financial transactions. The policies
and procedures must require that any
movement of funds to affiliated compa-
nies and parties are properly approved
and documented;

(H) A process for the timely record-
ing of all transactions, including trans-
actions impacting customers’ accounts,
in the firm’s books of record;

(I) A program for conducting annual
training of all finance, treasury, oper-
ations, regulatory, compliance, settle-
ment, and other relevant officers and
employees regarding the segregation
requirements for segregated funds re-
quired by the Act and regulations, the
requirements for notices under §1.12,
procedures for reporting suspected
breaches of the policies and procedures
required by this section to the chief
compliance officer, without fear of re-
taliation, and the consequences of fail-
ing to comply with the segregation re-
quirements of the Act and regulations;
and

(J) Policies and procedures for assess-
ing the liquidity, marketability and
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mark-to-market valuation of all secu-
rities or other non-cash assets held as
segregated funds, including permitted
investments under §1.25, to ensure that
all non-cash assets held in the cus-
tomer segregated accounts, both cus-
tomer-owned securities and invest-
ments in accordance with §1.25, are
readily marketable and highly liquid.
Such policies and procedures must re-
quire daily measurement of liquidity
needs with respect to customers; as-
sessment of procedures to liquidate all
non-cash collateral in a timely manner
and without significant effect on price;
and application of appropriate collat-
eral haircuts that accurately reflect
market and credit risk.

(ii) Operational risk. The Risk Man-
agement Program shall include auto-
mated financial risk management con-
trols reasonably designed to prevent
the placing of erroneous orders, includ-
ing those that exceed pre-set capital,
credit, or volume thresholds. The Risk
Management Program shall ensure
that the use of automated trading pro-
grams is subject to policies and proce-
dures governing the use, supervision,
maintenance, testing, and inspection of
such programs.

(iii) Capital risk. The written policies
and procedures shall be reasonably de-
signed to ensure that the futures com-
mission merchant has sufficient cap-
ital to be in compliance with the Act
and the regulations, and sufficient cap-
ital and liquidity to meet the reason-
ably foreseeable needs of the futures
commission merchant.

(4) Supervision of the Risk Management
Program. The Risk Management Pro-
gram shall include a supervisory sys-
tem that is reasonably designed to en-
sure that the policies and procedures
required by this section are diligently
followed.

(f) Review and testing. (1) The Risk
Management Program of each futures
commission merchant shall be re-
viewed and tested on at least an annual
basis, or upon any material change in
the business of the futures commission
merchant that is reasonably likely to
alter the risk profile of the futures
commission merchant.

(2) The annual reviews of the Risk
Management Program shall include an
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analysis of adherence to, and the effec-
tiveness of, the risk management poli-
cies and procedures, and any rec-
ommendations for modifications to the
Risk Management Program. The an-
nual testing shall be performed by
qualified internal audit staff that are
independent of the business unit, or by
a qualified third party audit service re-
porting to staff that are independent of
the business unit. The results of the
annual review of the Risk Management
Program shall be promptly reported to
and reviewed by the chief compliance
officer, senior management, and gov-
erning body of the futures commission
merchant.

(3) Each futures commission mer-
chant shall document all internal and
external reviews and testing of its Risk
Management Program and written risk
management policies and procedures
including the date of the review or
test; the results; any deficiencies iden-
tified; the corrective action taken; and
the date that corrective action was
taken. Such documentation shall be
provided to Commission staff, upon re-
quest.

(g) Distribution of risk management
policies and procedures. The Risk Man-
agement Program shall include proce-
dures for the timely distribution of its
written risk management policies and
procedures to relevant supervisory per-
sonnel. Each futures commission mer-
chant shall maintain records of the
persons to whom the risk management
policies and procedures were distrib-
uted and when they were distributed.

(h) Recordkeeping. (1) BEach futures
commission merchant shall maintain
copies of all written approvals required
by this section.

(2) All records or reports, including,
but not limited to, the written policies
and procedures and any changes there-
to that a futures commission merchant
is required to maintain pursuant to
this regulation shall be maintained in
accordance with §1.31 and shall be
made available promptly upon request
to representatives of the Commission.

[78 FR 68620, Nov. 14, 2013]
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§1.12 Maintenance of minimum finan-
cial requirements by futures com-
mission merchants and introducing
brokers.

(a) Each person registered as a fu-
tures commission merchant or who
files an application for registration as
a futures commission merchant, and
each person registered as an intro-
ducing broker or who files an applica-
tion for registration as an introducing
broker (except for an introducing
broker or applicant for registration as
an introducing broker operating pursu-
ant to, or who has filed concurrently
with its application for registration, a
guarantee agreement and who is not
also a securities broker or dealer), who
knows or should have known that its
adjusted net capital at any time is less
than the minimum required by §1.17 or
by the capital rule of any self-regu-
latory organization to which such per-
son is subject, if any, must:

(1) Give notice, as set forth in para-
graph (n) of this section, that the ap-
plicant’s or registrant’s adjusted net
capital is less than required by §1.17 or
by other capital rule, identifying the
applicable capital rule. The notice
must be given immediately after the
applicant or registrant Kknows or
should have known that its adjusted
net capital is less than required by any
of the aforesaid rules to which the ap-
plicant or registrant is subject; and

(2) Provide together with such notice
documentation, in such form as nec-
essary, to adequately reflect the appli-
cant’s or registrant’s capital condition
as of any date on which such person’s
adjusted net capital is less than the
minimum required; Provided, however,
that if the applicant or registrant can-
not calculate or otherwise immediately
determine its financial condition, it
must provide the notice required by
paragraph (a)(1) of this section and in-
clude in such notice a statement that
the entity cannot presently calculate
its financial condition. The applicant
or registrant must provide similar doc-
umentation of its financial condition
for other days as the Commission may
request.

(b) Each person registered as a fu-
tures commission merchant, or who
files an application for registration as
a futures commission merchant, who
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